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About this report

Our Annual Report for 2003 is about focus: At SCPIE, we are focused on many
crucial business components, but key among them are new business, claims
handling, service and capital resource management. These four elements are the
Socus of our strategic plan. Not a day goes by when we don't ask ourselves,
“What can we do to make our service even better?” “How are we progressing on
our corporate goals?” and “Is our strategic plan for the future on-track?”

We are pleased to share with you the answers to these questions, as we

continue to move forward and stay focused on our corporate objectives.




Financial highlights

(Dollars in thousands, except per-share and dividend data)

2003 2002 % CHANGE
Total Revenues $ 186,993 $ 339,234 (45%)
Premiums Earned $ 163,887 $ 286,063 (43%)
Net Investment Income $ 21,954 $ 32231 (32%)
Realized Investment Gains $ 216 $ 18910 (99%)
Net Loss $ (12,806) $ (38,382) 67%
Basic Loss Per Share of Common Stock $ (1.37) $ (4.12) 67%
Cash Dividends S 0.40 $ 0.40 0%
GAAP Combined Ratio 126.5% 139.9% 10%
LTotal Investments at Fair Value ‘ $ 647,179 $ 719,106 (10%)
Total Assets $ 991,250 $1,063,766 (7%)
Total Stockholders’ Equity $ 204,188 $ 227,166 (10%)
Book Value Per Share $ 2179 $ 2434 (10%)




Letter to our stockholders

While SCPIE’s full-year 2003 financial performance was disappointing, we are encouraged
by the significant progress we made in strengthening our balance sheet. By maintaining
our strategic focus, we moved through setbacks caused by unexpected losses in our
noncore assumed reinsurance and out-of-state healthcare liability businesses and costly
delays in justifiable rate increases in our California book.

Overall, we are seeing the cumulative benefits of the measures we have implemented over
the last two years. For example, SCPIE ended the year with a positive fourth quarter— the
company reported net income of $2.6 million or $0.28 per share, compared with a net loss
of $15.9 million or $1.70 per share a year earlier.

The majority of SCPIE's losses in 2003 were caused by the sudden severe financial
deterioration of a London reinsurance syndicate — known as GoshawK Syndicate 102 —
in which SCPIE participated as a risk bearer and investor. The problems at GoshawK
did not affect the agreement we established in 2002 to transfer SCPIE’s ongoing assumed
reinsurance business to GoshawK’s Bermuda subsidiary.

Also during the vyear, losses from our noncore, out-of-state healthcare liability
insurance were higher than anticipated because of increases in severity of claims. SCPIE’s
efforts to exit nearly all of our out-of-state healthcare liability policies continued on pace,
reflecting significant progress in this regard. Since year-end 2002, our out-of-state policies
from these programs have been reduced to 379 from 2,812.

One of our greatest frustrations in 2003 was the challenge to SCPIE’s premium rate increase
application for our core book of California professional liability insurance. While that
business continues to perform as anticipated and SCPIE remains one of the leading
providers of professional liability coverage in California, we continue to be frustrated by
the actions of a so-called consumer group committed to attacking rate applications of
property and casualty insurance companies.
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Mitchell S. Karlan MD

Chairman of the Board

Right
Donald J. Zuk

President & Chief Executive Officer

Focused on strategy

As we strive to be the carrier of choice for doctors, our strategic plan concentrates on four
key areas: producing appropriately priced quality business that meets our strict under-
writing guidelines, evaluating our claims exposures as quickly as possible to promptly
resolve meritorious claims and dispute frivolous lawsuits, creating comprehensive services,
and continuing to manage our capital resources for maximum results.

We are implementing a number of inijtiatives directed at achieving these objectives.

Throughout the year we have reexamined our underwriting criteria to assure that we are
being properly compensated for the risks we assume. These efforts are complemented by
a careful review of our product mix and ongoing enhancement of our service capabilities,
all of which are directed at continuing to meet the evolving needs of our insureds. This
includes enhancing our efforts with highly successful niche products for small groups and
solo practitioners.




We are also building on our well-regarded business strengths, especially our reputation
for providing doctors with aggressive claims handling, effective risk management and
unmatched personal service.

Our experienced claims staff has an outstanding track record of successfully negotiating
claims to the benefit of our insureds. We continually review our success rate in defending
our insureds and strive to work with them to identify new ways to control defense and
indemnity costs.

To help our insureds avoid claims, we are providing an array of solution-focused risk
management seminars for doctors and their staffs. In addition, we offer Continuing Medical
Education credits on a variety of timely subjects —from elder abuse to the latest Health
Insurance Portability and Accountability Act requirements.

SCPIE continues to be the industry leader in customer service. We have augmented our
personalized service by adding a number of online resources available around-the-clock.
Insureds now can use our website to receive Certificates of Insurance, obtain real-time
information about their account and coverage, and take an automated, confidential risk
assessment test. More online claims, risk management and customer service applications
will be available later in 2004.

And as part of SCPIE’s capital management plan, we have enhanced the company’s
investment portfolio, which is now comprised of more than 95% government and corporate
bonds and cash, compared with 91% a year ago. And, as of December 31, 2003, our balance
sheet remains debt free.

Focused on solutions

SCPIE is not alone in facing many of these challenges. In addition to encountering similar
financial issues, our entire industry must confront the growing influence of self-described
consumer groups that have close ties to plaintiffs’ attorneys and do not represent the
medical community’s interests.

TJotal Assets Net Investment income
2003 |JO0O00O0O0O0OO0 $991.3 2003 |JO00O0OO0 $22.0
2002 DDQDDDDDDD $1,063.8 2002 \O0O00O00O00OO0O00O1 $32.2
2001 JOO0OO0OOO0O0 s977.6 2001 O0O0O00OOO0C0COO0 $35.9

(in millions) Cin millions»




On the one hand, they claim to be protecting the interests of physicians and surgeons by
disputing rate applications filed by medical malpractice carriers. On the other, they are
determined to eliminate the provisions of the Medical Injury Compensation Reform Act
of 1975 (MICRA) that protect doctors and keep professional liability rates affordable
in California. '

In 2003, one of these so-called consumer groups was allowed to successfully delay and
reduce SCPIE’s 2003 rate increase after it had been approved by the California Department
of Insurance (CDI). We contend that insurance companies need to have rate filings
reviewed by the CDI, not by groups with their own agendas that are paid intervenor fees
for needlessly inserting themselves into the rate-approval process. We need responsible
regulation that allows for prudent and justifiable rate increases to assure the financial
strength of carriers, just as we need to preserve the benefits of MICRA for physicians.

We continue to pursue adequate rates that will enable SCPIE to provide our insureds
with the quality of medical malpractice insurance they deserve from a financially sound
insurance carrier.

Like all companies, a strong balance sheet is our primary objective. Your Board of Directors,
management and all of SCPIE’s dedicated employees understand the importance of achieving
that goal— for the benefit of our insureds and stockholders. We know it will take hard work
and tenacity. And we firmly believe we are up to the challenge.

Mo NN purtidis

Donald J. Zuk Mitchell S. Karlan MD
President & Chief Executive Officer Chairman of the Board
_Total Revenues _Premiums Earned
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_ Focused on service

Our long-term success is based on
staying focused on our insureds. After all, they are

the reason why we’ve been in business for nearly

30 vears. We've long set the industry standard for

service—now we’re raising the bar even higher by

adding a number of service enhancements.

A SCPIE hallmark has always been unpar-
alleled personalized service. Our 92%
retention rate for our core book of
business (California and Delaware) in 2003
is a testament to the importance of our
long-standing commitment to providing
added value to insureds.

We continue to challenge ourselves
by asking, “What can we do to make
our service and products even better?”
We are pleased to report that our
answers —set forth as goals for 2003 —

were successfully completed.

Expanded coverage and protection
As a result of the Health Insurance
Portability and Accountability Act (HIPAA)
and advancements in electronic commu-
nications, physicians and other health-
care providers have come under more
scrutiny when it comes to protecting
patient confidentiality. Those found in
violation may face harsh penalties.

To provide financial protection from
this new federal exposure, we expanded
our Government Proceedings Endorsement

at the beginning of 2003 to include defense
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reimbursement, up to specified limits, for
alleged violations of HIPAA’s new patient
privacy and secufity standards.

Adding this enhancement allows
insureds to stay current with today’s
ever-changing professional liability risk

exposures.

An Internet resource for insureds only

SCPIE remains at the forefront of the

professional liability industry by provicl-‘

ing personalized, real-time information
24 hours a day.

As the next step in the evolution of
the SCPIE website (www.scpie.com), we
launched a secure, password-protected
section exclusively for our insureds.

We created this customized section
to meet the needs of increasing numbers
of doctors who are turning to the web to
transact business and seek information.

Our “SCPIE Insureds Only” section is
uniquely designed to meet our insureds’
most-requested needs and enables physi-
cians to perform a variety of functions, such
as the following:

* View real-time policy information and

billing details.

* Print Certificates of Insurance and
Credential Letters.

» Submit changes of address.

* Learn more about coverages
and benefits.

*+ Take a confidential online quiz—
“Lawsuit Probability Calculator”—to
determine their chances of having a
malpractice claim and what they can do
to diminish their odds.

Future website capabilities will
include more downloadable documents on
demand— such as Declarations Inserts—as
well as online educational opportunities
and premium payment tools.

SCPIE Insureds Only is another tool
designed to complement the personal
service insureds already receive from their

designated Client Services Representatives.

Gauging customer satisfaction

Key to our success in retaining-insureds
is carefully listening to their concerns and
problems. Last year we developed two
surveying tools to measure satisfaction
among our insureds and provide guidance

for future customer-focused improvements.




The first survey-—“How are we
doing?”— is sent to insureds who have had
a medium- to high-level interaction with
a SCPIE Client Services Representative.
To date, the response rate has been
impressive—more than 50%. Through this
tool, we have been able to identify individual
and system strengths and weaknesses,
then act quickly on that feedback.
Overwhelmingly, our clients say they are
extremely satisfied with our service.

The other survey is an exit question-
naire that is sent to insureds who have
cancelled their policies with us. Through
these comments we are better able to
understand why a policyholder is leaving
and what we might have done to prevent

that decision.

Our 92% retention rate for our core business is a
testament to the importance of our long-standing
commitment to providing added value to insureds.

11




Focused on progress
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In response to our challenges, we have
implemented the right measures to return SCPIE

to higher levels of success. Our talented staff

continues to enhance operational efficiency and

move our business forward with determination,

dedication and resiliency.

SCPIE’s progress this past year spanned
many critical areas of our business:
strategic development, technological
efficiency, claims management and
regulatory compliance. As a result of
these accomplishments, SCPIE is more

efficient than ever.

On the strategic front

In 2003, SCPIE continued to terminate
noncore, out-of-state professional liability
and assumed reinsurance business. We are
pleased to report that these exited lines
are having a diminishing influence on our
financial results.

As of March 6, 2004, SCPIE terminat-
ed our last noncore professional liability
insurance policy. Additionally, there will be
minimal assumed reinsurance business
booked in 2004.

Over time, the result of these actions
will help improve both our premium-to-

surplus and reserve-to-surplus ratios.

Working smarter through technology
SCPIE has always taken advantage of com-
puter technology to streamline workflow
and increase productivity. This past year,
through the development of new comput-
er programs and applications, we created
even greater efficiencies companywide.
Going paperless
We made significant progress toward our
long-term goal of converting to paperless
systems. For example, our Underwriting
Department is now enjoying the time- and
cost-saving benefits of this conversion.
Scanning in paper documents — such
as insurance applications — allows multiple
users to instantly access the documents
through a shared network. Therefore, our
underwriters no longer need to spend time
tracking down files, and when they gener-
ate correspondence, it is stored electroni-

cally, making photocopies unnecessary.







In 2003, SCPIE continued to terminate noncore,
out-of-state professional liability and assumed
reinsurance business.

The majority of
SCPIE’s losses
occurred in the
third quarter.

During 2003, the
number of in-force
noncore healthcare

liability policies
dropped 87%.

Outstanding claims
for noncore business
dropped nearly

30% in 2003.
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During 2004, we will convert certain
processes within our Claims Department
to paperless, with the ultimate goal of
migrating all department processes over
the next few vears.

Analyzing the risk issues of a claim
SCPIE has developed a proprietary com-
puterized risk management program that
allows the company, and our insureds, to
analyze the loss anatomy of individual
claims and aggregate trend data.

The focus of this loss- control project
is to track and explore the issues that
generate claims rather than looking strictly
at their financial impact (indemnity
and defense expenses). After reviewing
a closed claims file, a risk manager will
key specific numeric codes into the data-
base that correlate to particular risk issues
(e.g.,code 164 for “test result filed without
physician review”; code 720 for “altered
records”).

While a single entry provides only
limited information, the information and
statistics gathered collectively in this
new database will prove invaluable in
guiding and educating physicians and
group administrators on loss-prevention
techniques that can be used to reduce risk
exposure in the future. Results of the pilot
tests using this database have yielded

extremely positive feedback.




A faster way to screen prospective clients
The competitiveness of the market for
SCPIE’s products, and an ongoing need to
maximize resources in the underwriting
process, dictate that we seek more efficient
methods for éva.luating the viability of sales
prospects. SCPIE’s new “Salability Testing
Program” is a computer system that allows
sales, marketing and underwriting personnel
to easily determine the mathematical likeli-
hood of being competitive on new business
prospects, especially medical groups.

In the past, prescreening a potential
group to determine insurability could take
weeks to complete. This new system has
dramatically shortened and simplified the
front end of the underwriting process.

This sophisticated prescreening
program—which uses predetermined
trending adjustments— improves efficiency
in the underwriting process and enhances

uniformity in how business rules are applied.

Proactive claims management

When insureds buy professional liability
insurance, they are buying peace of mind.
That's why they choose an insurer
with a solid track record of superior claims
handling, one they know will fight to
protect their reputation. That's why they
choose SCPIE.

SCPIE has always been respected for
our exceptional claims management and
impressive results in and out of the court-
room. During 2003, we closed 76% of cases
associated with our core business without
indemnity payment. Of the cases that went
through trial, we received defense verdicts
in 82% of them.

We credit much of this success to
our highly experienced claims staff—
on average, each litigation supervisor has
20 years of expertise in the California
medical malpractice arena. Knowledge and
experience count when it comes to under-
standing the complexities of professional
liability cases and determining the best
course of action to achieve a positive out-
come. This has proven to be a great advan-

tage for the company and our insureds.

Complying with Sarbanes-Oxley
Although the provisions of the Sarbanes-
Oxley Act of 2002 are multipronged, the
overarching goal of the legislation is to pro-
tect investors by requiring public compa-
nies to disclose more information concern-
ing their operations and financial controls.
SCPIE has made great strides in
assuring compliance with these standards,
and we are on schedule to be in full
compliance with these regulations as they

become effective.




Focused on the future
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With the changing landscape of medical
malpractice and growing challenges facing the

healthcare industry, successful professional liability

carriers must be prepared for the future.

Our plan of action is simple: continue to do
what we do best— providing high-quality,
affordable professional liability insurance
to physicians and other healthcare providers
in California and Delaware.

As we survey the competition, we
find no other company that has been
able to replicate ‘the success we have had
with our core business. While several other
carriers have left California or reduced
the amount of business they write in
the state, SCPIE remains dedicated to the
liability needs of physicians and surgeons.

Our loyal customer base continues
to be bolstered by our relationships with
insurance brokers and medical societies
and associations.

While maintaining our tradition of
personal service, we are also using technol-
ogy to add new business. For example, each
year, the number of online premium esti-
mate requests and insurance applications
submitted through our website continues
to grow, and we are writing more premium

as a result of these interactive tools.

Further, we developed a new
professional liability policy designed to
offer current and potential insureds a
choice. This policy includes many of the
core benefits of our original policy but
at discounted rates. Approved by the
California Department of Insurance, we
planned to begin selling it in January 2004,

However, after our premium rates
were challenged by a self-described con-
sumer group, we decided it would be
more appropriate to wait until our rates are
at a more satisfactory level. We are looking
forward to introducing the new policy at
that time.

Overall, we made considerable
progress in 2003. We believe our new
strategic plan and the current hard market
conditions — combined with our greater
internal efficiencies, our focus on core
California business and our néw product—

will provide continuing momentum. O
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Safe harbor

In addition to historical information, this Annual Report contains forward-
looking statements that are based upon the company’s estimates and
expectations concerning future evenls and are subject to certain risks and
uncertainties that could cause actual results to differ materially from thcse
reflected in the forward-looking statements. Actuarial estimates of losses
and loss expenses and expectations concerning the company’s ability to
retain current insureds at profitable levels, successful completion of the
assumed reinsurance divestiture plan, obtaining necessary rate change
regulatory approvals, and expansion of its bealthcare liability insurance
business in its principal market are dependent upon a variety of factors,
including future economic, competitive, regulatory and market conditions,
Jrequency and severity of catastropbic events, future legisiative and
regulatory changes, uncertainties of success and potential delays in
contested rate approval proceedings, the level of ratings from recognized
rating services, the inberent uncertainty of loss and loss expense estimates,
and the cyclical nature of the property and casualty industry, all of which
are difficult or impossible to predict accurately and many of which are
beyond the control of the company. In light of the significant uncertainties
inherent in the forward-looking information berein, the inclusion of such
information should not be regarded as representation by the company or

any other person that the company’s objectives or plans will be realized.




PART |
ITEM1. BUSINESS

GENERAL

SCPIE Holdings Inc. {the Company or SCPIE Holdings) is a holding company owning subsidiaries engaged in providing
insurance and reinsurance products. The Company is primarily a provider of medical malpractice insurance and related
liability insurance products to physicians, oral surgeons, healthcare facilities and others engaged in the healthcare
industry in California and Delaware. Previously, the Company had also been actively engaged in the medical malpractice
insurance business and related products in other states and the assumed reinsurance business. During 2002 and 2003,
the Company largely completed its withdrawal from the assumed reinsurance market and medical malpractice insurance
outside of California and Delaware.

The Company conducts its insurance business through three insurance company subsidiaries. The largest wholly owned
subsidiary, SCPIE Indemnity Company (SCPIE Indemnity), is licensed to conduct direct insurance business only in
California, its state of domicile. American Healthcare Indemnity Company (AHI), domiciled in Delaware, is licensed to
transact insurance in 47 states and the District of Columbia. American Healthcare Specialty Insurance Company
(AHSIC), domiciled in Arkansas, is eligible to write policies as an excess and surplus lines insurer in 22 states and the
District of Columbia. AHI and AHSIC are wholly owned subsidiaries of SCPIE Indemnity. All three companies generally
have the right to participate in domestic and international_reinsurance treaties. The Company also has an insurance
agency subsidiary, SCPIE Insurance Services, Inc., two subsidiary corporations providing management services, a
corporate reinsurance intermediary and a corporate member of Lloyd's of London (Lloyd’s), SCPIE Underwriting Limited,
which commenced operations in January 2001 as a member of Lloyd’s underwriting syndicates.

The Company was founded in 1976 as Southern Califorria Physicians Insurance Exchange (the Exchange), a California
reciprocal insurance company, and for the next 20 years conducted its operations as a large policyholder-owned
California medical malpractice insurance company. SCPIE Holdings was organized in Delaware in 1996 and acquired the
business of the Exchange and the three insurance company subsidiaries in a reorganization that was consummated on
January 29, 1997. The policyholders of the Exchange became the stockholders of SCPIE Holdings in the reorganization,
and SCPIE Holdings concurrently sold additional shares of common stock in a public offering. The common stock of
SCPIE Holdings is listed on the New York Stock Exchange under the trading symbol “SKP.”

Primarily due to significant losses on medical malpractice insurance outside the state of California and assumed
reinsurance business losses arising out of the September 11, 2001, World Trade Center terrorist attack, the Company
incurred significant losses in the three fiscal years 2001, 2002 and 2003. The resulting reductions in" surplus and
corresponding decrease in capital adequacy ratios under both the A.M. Best Company (A.M. Best) and National
Association of Insurance Commissioners (NAIC) capital adequacy models required the Company to take actions to
improve its long-term capital adequacy position. The primary actions taken by the Company were to begin a withdrawal
from all healthcare liability insurance markets outside of California and Delaware in 2002 and to enter into a 100% quota
share reinsurance agreement in December 2002 to retrocede to another insurer the majority of reinsurance business
written in 2002 and 2001. See “Information about Segments.”

For purposes of this Annual Report on Form 10-K, the “Company” refers to SCPIE Holdings and its subsidiaries. The term
“Insurance Subsidiaries” refers to SCPIE Indemnity, AHI and AHSIC.

The Company's website address is www.scpie.com. The Company makes available free of charge through its website
the annual report on Form 10-K, quarterly reparts on Form 10-Q, current reports on Form 8-K and all amendments to those
reports as soon as reasonably practicable after such material has been electronically filed with or furnished to the
Securities and Exchange Commission.




INFORMATION ABOUT SEGMENTS

The Company’s insurance business is organized into two reportable business segments: direct healthcare liability
insurance and assumed reinsurance operations. In direct {or primary) insurance activities, the insurer assumes the risk
of loss from persons or organizations that are directly subject to the risks. Such risks may relate to liability (or casualty),
property, life, accident, health, financial or other perils that may arise from an insurable event. In reinsurance activities,
the reinsurer assumes defined portions of similar or dissimilar risks that primary insurers or other reinsurers have
assumed in their own insuring activities.

The following tables set forth information concerning the Company's revenues, operating income and identifiable assets
attributable to each of its business segments for the years ended December 31, 2003, and 2002.

DIRECT
HEALTHCARE
LIABILITY ASSUMED
YEAR ENDED DECEMBER 31, 2003 INSURANCE REINSURANCE OTHER  TOTAL
(In Thousands)

Premiums written $128,589 $ 18,450 $ 147,039
Premiums earned $131,460 $ 32,427 $ 163,887
Net investment income — — $ 21,954 21,954
Realized investment gains — — 216 216
Other revenue — — 936 936

Total revenues 131,460 32,427 23,106 186,993
Losses and loss adjustment expenses 133,034 28,332 — 161,366
Other operating expenses 28,234 17,610 — 45,844

Total expenses 161,268 45,942 — 207,210

- Segmentincome {(loss) before income taxes $(29,808) $(13,515) $ 23106 $ (20217)
Combined ratio 122.7% 141.7% 126.5%
Segment assets $ 28,042 $253,315 $709,893 $ 991,250
DIRECT
HEALTHCARE
LIABILITY ASSUMED

YEAR ENDED DECEMBER 31, 2002 INSURANCE REINSURANCE OTHER TOTAL

. {In Thousands)
Premiums written $138,901 $112,849 $ 251,750
Premiums earned $163,519 $122,544 $ 286,063
Net investment income ) ' — — $ 32,231 32,231
Realized investment gains — —_ 18,910 18,910
Other revenue . — — 2,030 2,030

Total revenues ‘ 163,519 122,544 53171 339,234
Losses and loss adjustment expenses , 197,456 123,060 — 320,516
Other operating expenses ‘ 32,398 47,278 — 79,676
Interest expense — — 66 66

Total expenses 229,854 170,338 66 400,258

Segmentincome (loss) before income taxes $166,335) $(47,794) $ 53,105 $ (61,024)
Combined ratio 140.6% 139.0% 139.9%
Segment assets $105,689 $171,439 $786,638 $1,063,766




The direct healthcare liability insurance segment is comprised of core and non-core business components. Core
business represents direct healthcare liahility insurance business in California and Delaware excluding a dental program
managed by Brown & Brown, Inc. (Brown & Brown), a national independent insurance agency, and hospital business:
Non-core business represents direct healthcare liability business outside of California and Delaware (principally
managed by Brown & Brawn), the Brown & Brown dental program and al! hospital business. The non-core business'is in
run-off and no new or renewal policies have been issued since March 6, 2003. The losses in the direct healthcare fiability
insurance segment in both 2002 and 2003 are principally attributable to losses and adverse loss development in the non-
core business component. See "Management’'s Discussion and Analysis of Financial Condition and Results of
Dperations.”

The assumed reinsurance operations were significantly reduced in 2002 and 2003. in December 2002, the Company
entered into a quota share reinsurance transaction with GoshawK Reinsurance Limited (GoshawK Re), a Bermuda
reinsurance subsidiary of GoshawK insurance Holdings plc {GoshawK), a publicly held London-based Lloyd's
underwriter. Under the agreement, the Company ceded to GoshawK Re almost all of its unearned assumed reinsurance
premiums as of June 30, 2002, together with written reinsurance premiums after that date, in each case related to the
assumed reinsurance business for the 2001 and 2002 underwriting years. The effect of this transaction was to retrocede
to GoshawK Re $129.3 million of written premium in 2002 and $38.0 million of written premium in 2003. The Company
retains certain losses related to the assumed reinsurance business, including those related to the World Trade Center
terrorist attack, and the Company continues to participate in one Lioyd's syndicate for the 2003 underwriting year. Other
than net written premiums of $18.3 million from this syndicate in 2003, the Company had no S|gn|f|cant net premiums
written from prior year contracts.

On February 21, 2002, AM. Best, the leading rating organization for the insurance industry, downgraded the financial
strength rating of the Insurance Subsidiaries to B++ (Very Good) from A (Excellent). AM. Best further downgraded the
rating for the Insurance Subsidiaries from B++ to B+ (Very Good) on October 7, 2002. The primary reasons for the
downgrades were the effect the losses for 2001 and 2002 had on the capitalization of the Company in relation to premiums
written during 2001 and 2002 and the Company's unsuccessful attempts to raise capital or enter into a significant
reinsurance transaction prior to September 30, 2002. On November 14, 2003, A.M. Best further downgraded the financial
strength rating of the Insurance Subsidiaries to B (Fair) with a negative outlook. The rating action followed the-Company’s
net loss in the third quarter of 2003. These downgrades could have a material adverse effect on the ability of the Company to
maintain its volume of premiums written and earned. See “Risk Factors—Importance of A.M. Best Rating.”

DIRECT HEALTHCAHE LIABILITY INSURANCE SEGMENT

Overview and Developments During 2003—Core Business—The Company has been a leading provider of medical
malpractice insurance in California for many years. The Company's share of the medical malpractice premiums wiritten in
California in 2002 (latest data available) was approximately 16.1% and the Company was the second largest writer in the
state. In 2001, the Company undertook the insurance of physicians in Delaware through a single Delaware broker. During
2003, the Company had net premiums earned under policies issued to California insureds representing 99% of the total
net premiums earned in the core business component of the direct healthcare liability insurance segment.

The Company has also developed and marketed ancillary liability insurance products for the healthcare industry
including directors and officers liability insurance for healthcare entities, errors and omissions coverage for managed
care organizations and billing errors and omissions coverage for the medical profession. These represent a small part of
the Company’s business.

Overview and Developments During 2003—Non-Core Business -

Hospital Programs—In 1996, the Company undertook an expansion plan that included products which offered
comprehensive hospital and related liability coverages for large healthcare systems. From 1997 through 1999, the
Company added more than 75 hospitals to its program. These policies were written through national and regional brokers
and cavered facilities in four states, in addition to Califarnia.




The Company encountered intense price competition in its large hospital and other healthcare facility writings. During
2000, the Company incurred material adverse loss experience under many of these policies, including policies issued to
hospitals that subsequenitly left the Company for lower rates offered by other insurers. As a result, the Company declined
to renew a number of its hospital policies or offered renewal only at substantially increased premium rates. At the
beginning of 2001, the Company insured only 15 hospitals. The number was reduced to 10 hospitals insured as of
December 31, 2001, and the last hospital policy expired in December 2002. The Company did not incur material losses in
its hospital program during 2002 and 2003.

Physician Programs Qutside of California and Delaware—The Company undertook a major geographic expansion in the
physician and small medical group market through an arrangement with Brown & Brown, a large national independent
insurance agency. This arrangement commenced January 1, 1998, and eventually encompassed nine states, the largest
in terms of premium volume being Connecticut, Florida and Georgia. During 2000, the Company entered into a separate
arrangement with Brown & Brown covering the California and Texas portion of a dental liability program developed by
Brown & Brawn. The Company also reinsured the entire risk of policies issued nationally by anaother insurer to oral and
maxillofacial surgeons marketed by Brown & Brown. o ’

In 2002 and 2003, the Company derived approximately 30% and 10.6% of its healthcare liability earned premium votume,
respectively, from policies issued outside the states of California and Delaware (principally under the Brown & Brown
and certain nonstandard physician programs). In 2001, the Company recognized that these programs were severely
underpriced and implemented significant rate increases, averaging approximately 40% and 30% in 2001 and 2002,
respectively, in its principal non-California markets, and immediately instituted more stringent underwriting and pricing
guidelines. Despite the significant price increases and more stringent underwriting guidelines, the non-California and
non-Delaware programs produced significant underwriting losses.

The Company and Brown & Brown agreed in March 2002 to terminate both the physician and dental programs no later
than March 6, 2003. During 2002, the Company continued to issue and renew those policies under the Brown & Brown
programs that satisfied revised stringent underwriting standards. As of December 31, 2001, 2,997 policies were in force
under the Brown & Brown program. That number was reduced to 813 and 379 policies as of December 31, 2002 and 2003,
respectively. During 2002 and 2003, the Company had net premiums earned under the non-core healthcare liability
programs of $47.4 million and $12.3 million, respectively and as of March 6, 2004, all policies had expired.

The non-core business produced underwriting losses of $53.8 million and $19.0 million in 2002 and 2003, respectively.
During 2004, the Company will continue to concentrate its efforts on maintaining its core physician and medical group
business in California and Delaware. The Company does not expect to initiate any significant new programs outside
California during 2004




Products

The Company underwrites professional and related liability policy coverages for physicians (including oral and
maxillofacial surgeons), physician medical groups and clinics, hospitals, dentists, managed care organizations and other
praviders in the healthcare industry. As a result of the Company’s withdrawal from certain segments of the healthcare
insurance industry, the premiums earned are allocated between core and non-core business premiums. Core business
represents California and Delaware business excluding the Brown & Brown dental program and hospital business. Non-
core business represents other state business, all hospital liability and all premiums related to the Brown & Brown
programs. The following table summarizes the premiums earned by product in the Company’s core and non-core
businesses for the periods indicated: ‘

FOR THE YEARS ENDED DECEMBER 31, ‘ 2003 2002 2001
{In Thousands)

Core Business:

Physician and medical group professional liability a $107,952 $107,090 $ 98,240
Healthcare provider and facility liability 8,393 6,393 6,206
Ancillary liability products 2,229 2,056 1,565
Other , ‘ » 574 587 536
Total core business ‘ 119,148 116,126 106,547
Non-Core Business: D
Physician and medical group and dental professional liability : $12,092 $ 41,946 §$ 43177
Hospital liability — 3,210 4,875
Healthcare provider and facility liability . . 7 1398 1,078
Ancillary liability products _ S 21 815 730
Other . 2 24 35
Total non-core business : : S o 12,312 47,393 48,895
Total Premiums Earned . . . B $131,460 $163,519 $156,442

Physician and Medical Group Liability—Professional liability insurance for sole practitioners and for medical groups
provides protection against the legal fiability of the insureds for such things as injury caused by, or as a result of, the
performance of patient treatment, failure to treat a patient and failure to diagnose a patient. The Company offers
separate policy forms for physicians who are sole practitioners and for those who practice as part of a medical group or
clinic. The policy issued to sole practitioners includes coverage for professional liability that arises in the medical
practice and may also include coverages for certain other “premises” liabilities that may arise in the non-professional
operations of the medical practice, such as slip-and-fall accidents, and a limited defense relmbursement beneflt for
proceedings |nst|tuted by state licensing boards and other governmental entities.

The policy issued to medical groups and their physnman members includes not only professional liability coverage and
defense reimbursement benefits, but also substantially more comprehensive coverages for commercial general liability
and employee benefit program liability and also provides a small medical payment benefit to injured persons. The
business liability coverage included in the medical group policy includes coverage for certain employment-related
liabilities and for - pollution, which are normally excluded under a standard commercial general liability form. The
Company also offers, as part of its standard policy forms for both sole and group practitioners, optional excess personal
liability coverage for the insured physicians. Excess persanal liability insurance provides coverage to the physician for
personal liabilities in excess of amounts covered. under the physician’s homeowner's and automobile policies. The
Company has developed a nonstandard program that may exclude business liability coverages.

The professional liability coverages are issued primarily on a “claims-made and reported” basis. Coverage is provided
for claims reported to the Company during the policy period arising from incidents that occurred at any time the insured
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was covered by the policy. The Company also offers “tail coverage” for claims reported after the expiration of the policy
for occurrences during the coverage period. The price of the tail coverage is based on the length of time the insured has
been covered under the Company’s claims-made and reported policy. The Company provides free tail coverage for
insured physicians who die or become disabled during the coverage period of the policy and those who have been
insured by the Company for at least five consecutive years and retire completely from the practice of medicine. Free tail
coverage is automatically provided to physicians with at least five consecutive years of coverage with the Company and
who are also at least 65 years old. '

Business liahility coverage for medical groups and clinics and the excess personal liability insurance is underwritten on
an occurrence basis. Under occurrence coverage, the coverage is provided for incidents that occur at any time the
policy is in effect, regardless of when the claim is reported. With occurrence coverage, there is no need to purchase tail
coverage.

The Company offers standard limits of insurance up to $5.0 million per claim or occurrence, with up to a $10.0 million
aggregate policy limit for all claims reported or occurrences for each calendar year or other 12-manth palicy periad. The
maost common limit is $1.0 million per claim or occurrence, subject to a $3.0 million aggregate policy limit. The Company’s
limit of liability under the excess personal liability insurance coverage is $1.0 million per occurrence with no aggregate
limit. The defense reimbursement benefit for governmental proceedings is $25,000, and the medical payments benefit for
persons injured in non-professianal activities is $10,000.

Dental Liability—In 2000, the Company initiated dental liability insurance coverage primarily in Texas and California
under a program developed by Brown & Brown. The program provides claims-made coverage to dentists and small
dental groups. Brown & Brown marketed this program in other states through another insurance company. The Company
withdrew from a significant portion of the program in July 2002 and ceased renewal of all policies under this program on
March 6, 2003.

Haspital Liability—The Company wrote hospital liability insurance on both a claims-made and reported basis and a
modified occurrence basis that, in effect, includes a combination of occurrence coverage and tail coverage for up to
seven years after the policy terminates. The palicy issued to hospitals provides protection for professional fiabilities
related to the operation of a hospital and its various staff committees, together with the same business liability, medical
payments and employee benefit program liability coverages included in the policy for large medical groups. The
Company has withdrawn from this market.

Healthcare Provider Liability/Healthcare Facility Liability—The Company offers its professional liability coverage to a
variety of specialty provider organizations, including outpatient surgery centers,” medical urgent care facilities,
hemodialysis, clinical and pathology laborataries and, on a limited basis, hospital emergency departments. The Company
also offers its professional liability coverage to healthcare providers such as chiropractors, podiatrists and nurse
practitioners. These policies include the standard professional liability coverage provided to physicians and medical
groups, with certain modifications to meet the special needs of these healthcare providers. The policies are generally
issued on a claims-made and reported basis with the limits of liability up to those offered to larger medical groups. The
limits of coverage under the current healthcare provider policies issued by the Company are between $1.0 million and
$5.0 million per incident, subject to $3.0 million to $5.0 million aggregate policy limits.

Ancillary Liability Products—The Company offers a policy for managed care organizations, that provides coverage for
liability arising from covered managed care incidents or vicarious liability for medical services rendered by non-
employed physicians. Covered services include peer review, healthcare expense review, utilization management,
utilization review and claims and benefit handling in the operation of the managed care organizations. These policies are
generally issued on a claims-made and reported basis. The annual aggregate limit of coverage under the current
managed care arganization policies issued by the Company is $1.0 million. The Company offers directors and officers’
liability policies to medical providers. The directors and officers’ liability policies are generally issued on a claims-made
and reported basis. The limit of coverage on directors and officers’ liability policies written by the Company is
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$1.0 million. In late 1999, the Company began offering a newly designed product that provides physicians and medical
groups with protection for defense expenses and certain liabilities related to governmental investigations into billing
errors and omissions to Medicare and other government-subsidized healthcare programs.

Marketing and Policyholder Services

Historically, the Company marketed its physician professional liability palicies directly to physicians and medical groups
in California. Infrequently, larger medical groups were written through insurance brokers. During the past few years,
brokered business has become a more important source of new business in California. In Delaware, the Company
markets its policies through a single broker. :

The Company’s Marketing Department has approximately 15 employees who directly solicit prospective palicyhoiders,
maintain relationships with existing insureds and provide marketing support to brokers. The Company’s marketing efforts
include sponsorship by local medical associations, educational seminars, advertisements in medical journals and direct
mail solicitation to licensed physicians and members of physician medical specialty group organizations.

The Company attracts new physicians through special rates for medical residents and discounts for physicians just
entering medical practice. In addition, the Company sponsors and participates in various medical group and healthcare
administrator programs, medical association and specialty society conventions and similar programs that provide
visibility in the healthcare community.

The Company’s current marketing emphasis is directed almost entirely toward California physicians and medical groups.
The Company conducts its marketing efforts from its principal office in Los Angeles.

Underwriting

The Underwriting Department. consists of a Senior Vice President in charge of Underwriting, three divisional
underwriting managers, 12 underwriters and 13 technical and administrative assistants. The Company’s Underwriting
Department is responsible for the evaluation of applicants for professionat liability and other coverages, the issuance of
policies and.the establishment and implementation of underwriting standards for all of the coverages underwritten by
the Company. Certain of these underwriters specialize in underwriting managed care organizations and directors and
officers’ liability products.

The Company performs a continuous process of reunderwriting its insured physicians, medical groups and healthcare
facilities. Information concerning insureds with large losses, a high frequency of claims or unusual practice
characteristics is developed through claims and risk management reports or correspondence.

Rates

The Company establishes, through its own actuarial staif and independent actuaries, rates and rating classifications for
its physician and medical group insureds based on the Company’s loss and loss adjustment expense {LAE) experience
developed over the past 10 years and upon rates charged by its competitors. The Company has various rating
classifications based on practice, location, medical specialty, limits and other factors. The Company utilizes various
discounts, including discounts for part-time practice, physicians just entering medical practice and large medical
groups. The Company has developed nonstandard programs for physicians who have unfavorable loss history or
practice characteristics, but whom the Company considers insurable. Policies issued in this program have significant
surcharges. The Company has established its premium rates and rating classifications for managed care organizations
utilizing data publicly filed by other insurers, and based in part on its recent experience. The data for managed care
organization errors and omissions liability is extremely limited, as tort exposures for these organizations are only recently
beginning to develop. The rates for directors and officers liability are developed using historical data publicly filed by
other insurers, financial analysis and loss history. All rates for liability insurance in California are subject to the prior
approval of the Insurance Commissioner.




The Company has consistently instituted annual overall rate increases in.Califarnia during the past 10 years ranging from
approximately 3.5% to 10.6%. The Company filed for a 15.6% rate increase in California for 2003. The Foundation for
Taxpayer and Consumer Rights, a California-based, non-profit education and advocacy organization, intervened in the
ratemaking process, and the.Department of Insurance commenced a hearing on the Company's application on March 11,
2003, before an administrative law judge. The administrative law judge rendered her decision in late September 2003 and
a rate increase of 9.9% was implemented on October 1, 2003. In Delaware, the Company implemented an approved rate
increase of 34.9% in June 2003. The Company intends to file an application for a rate increase in California shortly after
its 2003 data has been assembled and analyzed. The Company cannot predict what level of increase, if any, wili be
approved and when an approved increase can be implemented. See “Risk Factors—Rate Increases in California.”

Claims

The Company’s Claims Department is responsible for claims investigation, establishment of appropriate case reserves
for loss and LAE, defense planning and coordination, control of attorneys engaged by the Company to defend a claim and
negotiation of the settlement or other disposition of a claim. Under most of the Company’s policies, except managed care
organization errors and omissions palicies, and directors and officers’ liability policies, the Company is obligated to
defend its insureds, which is in addition to the limit of liability under the policy. Medical malpractice claims often involve
the evaluation of highly technical medical issues, severe injuries and conflicting expert opinions. In almost all cases, the
persan bringing the claim against the physician is already represented by legal counsel when the Company is notified of
the potential claim.

The Claims Department staff includes a Senior Vice President in charge of Claims, unit managers, litigation supervisors,
investigators and other experienced professionals trained in the evaluation and resolution of medical professional
liability and general liability claims. The Claims Department staff consists of approximately 37 employees. The Company
has unit managers and branch managers responsible for specific geographic areas, and additional units for specialty
areas such as healthcare facilities, birth injuries and policy coverage issues. The Company also occasionally uses
independent claims adjusters, primarily to investigate claims in remote locations. The Company selects legal counsel
from among a group of law firms in the geographic area in which the action is filed.

The Company vigorously defends its insureds against claims, but seeks to expediently resolve cases with high-exposure
potential. The defense of a healthcare professional liability claim requires significant cooperation between the litigation
supervisor or claims manager responsible for the claim and the insured physician. In certain states, the law requires that
a healthcare professional liability claim cannot generally be settled without the consent of the insured. California law
requires that the insurer report such settiements to a medical disciplinary board, and federal law requires that any claim
payment, regardless of amount, be reported to a national data bank, which can be accessed by various state licensing
and disciplinary boards and medical peer evaluation committees. Thus, the physician or other healthcare professional is
often placed in a difficult position of knowing that a settlement may result in the initiation of a disciplinary proceeding or
some other impediment to his or her ability to practice. The Claims Department supervisor must be able to fully evaluate
considerations of settlement or trial and to communicate effectively the Company’s recommendation to its insured. If the
insured will not consent to a settlement offer, the Company may be exposed to a larger judgment if the case proceeds to
trial.

The Company also maintains a risk management staff, including a department manager and three members. The Risk

Managemerit Department works directly with medical groups and individual insureds to improve their procedures in
order to minimize the incidence of claims.
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ASSUMED REINSURANCE SEGMENT

General

In August 1999, the Company established a separate Assumed»Reinsurance Division under the direction of two senior
officers. Net written premiums in the Assumed Reinsurance Segment decreased to $18.5 million in 2003 from $112.8
millien in 2002 and $112.2 million in 2001.

Reinsurance is an arrangement in which an insurance company, the reinsurer or the assuming company, agrees to
indemnify another insurance company, the reinsured or the ceding company, against all or a partion of the insurance
risks underwritten by the ceding company under one or more insurance contracts. The Company has concentrated the
majority of its assumed reinsurance portfolio on treaty reinsurance. Treaty reinsurers, including the Company, do not
separately evaluate each of the individual risks assumed under their treaties and, consequently, after a review of the
ceding company’s underwriting practices, are largely dependent on the original risk underwriting decisions made by the
ceding company. The Company has focused on pro rata, or quota share, arrangements, in which the ceding company
bears a proportional share of the risk and therefore the incentive to underwrite and price the business appropriately. The
Company entered into treaties principally with those ceding companies in which the Company's officers had past
favorable experience.

The principal reinsurance programs include casualty, property, accident and health and workers’ compensation
programs and a marine program. Almost all the accident and health and workers' compensation programs in which the
Company participates involve pro rata treaties produced by a single source, Reinsurance Management Group, Summit,
New Jersey, in which the Company has a 20% ownership interest. Reinsurance Management Group is a specialist
underwriting management firm writing various forms of accident and health reinsurance risks. In 1999, the Company
purchased approximately 9.5% of the outstanding common stock of GoshawK. During the first quarter of 2004, the
Company sold its GoshawK common stock holdings: '

In addition to the foregoing programs, in 2001 the Company formed SCPIE Underwriting Limited, a limited liability

corporate underwriting syndicate member at Lloyd’s, which provided underwriting capacity to three syndicates during
2001 and 2002. In 2003, SCPIE Underwriting Limited reduced underwriting capacity to one syndicate.

Divestiture of Most Ongoing Reinsurance Operations

The Company suffered significant 2001 losses in non-California healthcare operations and in its assumed reinsurance
operations from the World Trade Center terrorist attack. These losses impacted the capital adequacy ratios under the
A.M. Best and NAIC capital adequacy models and resulted in the reduction in the A.M. Best rating assigned to the
Insurance Subsidiaries. The Company unsuccessfully attempted to raise additional capital during the first six months of
2002 to provide capital to support the rapidly growing written premiums in the assumed reinsurance operations and to
improve the Company’'s A.M. Best rating. In the latter part of 2002, the Company focused its efforts on divesting the
assumed reinsurance operations and thereby reducing its overall capital requirements. The Company engaged in
ongoing discussions with a number of companies to accomplish the divestiture through one or more reinsurance
transactions. ' S

In December 2002, the Company entered into a 100% quota share reinsurance agreement with GoshawK Re, under which
the Company ceded almost all of its assumed unearned reinsurance premiums as of June 30, 2002, for the 2001 and 2002
underwriting years, and almost all of its assumed reinsurance premiums written after that date for those underwriting
years. The effect of this transaction was to divest the Company of almost all of its ongoing assumed reinsurance
business. $129.3 million of written premiums in 2002 and $38.0 million of written premiums in 2003 were ceded under the
treaty. This treaty relieved the Company of significant written premium leverage in 2002 and 2003 and significantly
improves the Company's risk-based capital adequacy ratios under both the A.M. Best and NAIC models.
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Under the terms of the treaty with GoshawK Re, there are no limitations on the amount of losses recoverable by the
Company, and the treaty includes a profit-sharing provision if the combined ratio calculated on the base premium ceded
is below 100.0%. The treaty requires GoshawK Re to reimburse the Company for its acquisition and administrative
expenses attributable to the premium ceded. The Company is required to pay GoshawK Re additional premium in excess
of the base premium ceded of 14.3%. The additional premium reduced earned premium by $18.5 million in 2002 and $5.5
miltion in 2003. ' :

The GoshawK Re reinsurance treaty has both prospective and retroactive elements as defined in Financial Accounting
Standards Board Statement (FASB) No. 113, Accounting and Reporting for Reinsurance of Short-Duration and Long- Duration
Contracts. As such, any gains under the contract will be deferred and amortized to income based upon the expected recovery
period. No gains are anticipated currently. Losses related to future earned premium ceded, as well as development on losses
related to existing earned premium ceded after June 30, 2002, will ultimately determine whether a gain will be recorded under
the contract.

There are certain losses not included in the treaty with GoshawK Re, including any World Trade Center losses. Further,
the treaty does not involve the assumption of any earned premium or losses attributable to periods prior to June 30, 2002,
which remain the responsibility of the Company. GoshawK incurred significant losses in 2003, which affected the
Company (See “Management’s Discussion and Analysis of Financial Condition and Results of Operations.”). These losses
did not materially affect GoshawK Re.

Ongoing Assumed Reinsurance Qperations

During 2003, the Company participated in one Lloyd's reinsurance syndicate that specializes in underwriting medical
professional liability excess insurance. The Company provided 90% of the syndicate’s capital capacity. The Company's
decision to continue to support this syndicate was primarily due to the attractive increases in reinsurance rates in this
segment of the market as well as the significant capital costs involved in running off the business if the syndicate was
terminated.

The two senior officers in charge of the reinsurance division continue to administer the ongoing treaty and to review and

administer all claims under existing treaties that remain the responsibility of the Company. This includes the review of
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